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SUBJECT: Enpl oyer New Ful | -Ti me Research Enpl oyee Credit

SUMVARY

Under the Personal Incone Tax Law and the Bank and Corporation Tax Law, this bil
woul d allow a credit of $1,000 for each qualified new enpl oyee engaged in
qual i fied research enpl oyed by the taxpayer during the taxable or incone year.

EFFECTI VE DATE

The credit would apply to taxable or incone years beginning on or after January
1, 1999, for enployees hired on or after January 1, 2000.

SPECI FI C FI NDI NGS

Exi sting state law, by conformng with specific nodifications to the federal
research expenses credit, allows a credit against tax for certain anopunts paid or
incurred for qualified research

Qualified research expenditures eligible for the research tax credit consist of:
(1) “in-house” expenses of the taxpayer for wages and supplies attributable to
qgualified research; (2) certain time-sharing costs for conmputer use in qualified
research; (3) 65% of anmounts paid by the taxpayer for qualified research
conducted on the taxpayer's behalf (so-called "contract research expenses"); and
(4) 75% of anounts paid to a research consortiumfor qualified research if the
research consortiumis a tax-exenpt organization and i s organi zed and operat ed
primarily to conduct scientific research, and the qualified research is conducted
by the consortiumon behalf of the taxpayer and one or nore persons not rel ated
to the taxpayer.

To be eligible for the credit, the research nmust not only satisfy the existing
research expenses deduction requirenents but nust be undertaken for the purpose
of discovering information that is technological in nature, the application of
which is intended to be useful in the devel opnent of a new or inproved business
component of the taxpayer, and nust pertain to functional aspects, perfornmance,
reliability, or quality of a business conponent. Research does not qualify for
the credit if substantially all of the activities relate to style, taste,
cosnetic, or seasonal design factors. |In addition, research does not qualify for
the credit if conducted after the beginning of commrercial production of the

busi ness conponent, if related to the adaptati on of an existing business
component to a particular custoner's requirenments, if related to the duplication
of an existing business conponent from a physical exam nation of the conponent
itself or certain other information, or if related to certain efficiency surveys,
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mar ket research or devel opnment, or routine quality control. In addition, the
credit is not available for research in the social sciences, arts, or humanities,
nor is it available for research to the extent funded by any grant, contract, or
ot herwi se by anot her person (or governnmental entity).

This bill would allow a credit of $1,000 for each qualified enpl oyee enpl oyed by
t he taxpayer during the taxable or incone year. A qualified enployee would be
all of the foll ow ng

1. A “new’ enployee, which is an enployee who fills a newly created position that
results in an overall net gain to the nunber of enployees.

2. Afull-time enpl oyee, which is an enpl oyee who works at |east 35 hours per
week.

3. Hred on or after January 1, 2000.

4. Engaged in qualified research within the nmeaning gi ven under the research
expenses credit provision.

5. At the end of the taxpayer’s taxable or incone year, enployed by the taxpayer
for nmore than six nmonths, but |ess than three years.

The term “qualified enpl oyee” would not include any person previously enpl oyed by
the taxpayer within the year prior to the taxable year. Thus, enployees rehired
wi thin one year would not qualify.

Any portion of the credit not used in the taxable or incone year could be carried
over to future years until exhaust ed.

Since this bill does not specify otherw se, the general rules in state | aw
regardi ng the division of credits anong taxpayers would apply and this credit
woul d not reduce regular tax below tentative mninmumtax for the purposes of
al ternative mni num t ax.

Pol i cy Consi derati ons

This bill does not specify a repeal date or limt the nunber of years for
the carryover. Credits typically are enacted with a repeal date to all ow
the Legislature to review their effectiveness. However, once a repeal date
has been added and the unlimted credit carryover is allowed, the departnent
woul d be required to retain the carryover on the tax forns indefinitely.
Recent credits have been enacted with a carryover limt since experience
shows credits are typically used within eight years of being earned.

This bill does not contain a provision that would require the taxpayer to
recapture the credit if the enployee is termnated within a specified
period. For instance, the econom c devel opnent area hiring credits require
enpl oyers to recapture the entire anount of credit taken for any enpl oyee
who is termnated during a specified period of enploynent. This econonic
devel opnent area recapture provision contains certain exceptions, such as if
the enpl oyee voluntarily left enploynment or was term nated due to

m sconduct .

Al though this credit is not identical to other existing credits, taxpayers
that would be eligible for this credit would be allowed credits for simlar
expendi tures.
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For instance, a taxpayer engaged in qualified research in an enterprise zone
that pays qualified wages to a qualified enployee could receive all the
fol |l ow ng:

1. An enterprise zone hiring credit for up to 50% of the qualified wages;

2. A research expenses credit, which includes wages paid or incurred to an
enpl oyee for qualified research services; and

3. The credit provided under this bill for $1,000 per year for perhaps up to
three years.

| npl enent ati on Consi der ati ons

This bill raises the follow ng inplenentation considerations:

1. To be a “qualified enployee,” this bill would require the enpl oyee be

“engaged in qualified research.” However, this bill does not provide a
guantitative basis for evaluating to what extent the enployee’s services
are related to qualified research. Specifically, this bill does not

specify the anount of actual research activity required to be perforned
in order to qualify an enployee for the tax credit (e.g., a one hour
meeting of all enployees at which research ideas are solicited
potentially could qualify all enployees in the credit base). Further,
the bill does not specify the tine period required for the net gain in
enpl oynment (time of hiring versus end of year).

O her existing hiring credits do provide quantitative bases. For

i nstance, under the enterprise zone hiring credit, 90% of the enployee’'s
services nust be directly related to the enployer’s enterprise zone

busi ness and at | east 50% of the enployee' s services nust be conducted in
the enterprise zone. This bill, because it does not specify a
quantitative basis, would allow the taxpayer to claima $1,000 credit for
an enpl oyee who engages in any research services, fromoccasional to
full-tinme.

The lack of a quantitative basis for evaluating the extent of enployee
servi ces necessary for the credit could result manipul ati on of the use of
the credit.

2. By providing that “qualified enpl oyee” includes enpl oyees enpl oyed | ess
than three years, it appears that the intent would be to allow the
taxpayer to take the credit for the first three years of enpl oynent of
t hat enpl oyee. However, the bill also states that “qualified enpl oyee”
shall not include any person previously enployed by the taxpayer wthin
the year prior to the taxable year, which appears to disallow the second
and third years of the credit. Therefore, it is unclear whether
t axpayers woul d be allowed the credit for three years of enploynment or
only for the first year in which the enpl oyee is enpl oyed.

3. This bill states that a “new enployee is one who fills a “newly created
position.” This requirenent | eaves unclear whether the position nust be
newy created in the current taxable or incone year, or sone earlier
i ncone or taxable year.
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4. This bill |eaves unclear how the credit would flow through to investors
of a pass-through entity. For instance, if the taxpayer is an
S corporation, the general rule is that the entity is allowed to use only
one-third of the credit generated for that year and passes through 100%
of the credit to sharehol ders. However, under the research expenses
credit, to which this bill refers, the credit is |limted at the investor
level to the anpbunt of tax attributable the investor’s interest in the
pass through entity. Because the credit provision in this bill refers to
the research credit and this bill is silent on the treatnent of credits
passed through, it is unclear whether the pass-through provisions of the
research credit or the general rule would apply to this credit.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This bill is estimated to i nmpact the personal income tax and bank and
corporation tax revenue as shown in the followi ng table. The estinmates
assune that the enployer is entitled to take a $1,000 credit per enpl oyee
hired up to a maxi num of three years.

This estimte assunmes that the qualified enpl oyees would be required to
perform substantially all of their work during the taxable or inconme year in
qualified research activities.

Fi scal Year Cash Fl ow
Effective For Hrings On O After 1/1/2000
$ Mllions
1999-0 2000-01 2001- 02
Personal I ncome Tax | (Negligible*) | (Mnor Loss**) (M nor Loss**)
Cor por ati ons ($1) (%$2.5) (%$4.5)
Tot al ($1) (%$2.5) (%4.5)
Loss | ess than $250, 000
** L oss | ess than $500, 000
Tax Revenue Discussion
The revenue inpact for this bill would depend upon the nunber of enployers

who empl oy qualified individuals for research in California and the anount
of available tax liabilities of qualified enployers.

Not e: The revenue shown in the above table assunes that the bill will be
anmended to address the inplenentation concerns addressed above. |If the bil
is not anended to resol ve these concerns, the revenue inpact of this bil
could nore than doubl e.

This estimte was developed in the following steps. First, according to the
Enpl oynent Devel opnent Departnent (EDD), approximtely 114,000 individuals
were enployed in qualifying research activities during 1998.
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According to the sane source, it is projected that an additional 5,500

i ndividuals would be hired in the research industry for 1999. Second, this
nunber (5,500) was grown 5% per year, yielding approxi mately 5,800
qual i fying individuals that would be hired in 2000. This nunber was

adj usted to account for those individuals who would neet the net increase in
enpl oynment (75% assunption), |eaving approximately 4,400 qualifying

i ndividuals for 2000. It was further assuned that only 50% of those

i ndividuals would qualify for the credit in year 2000 because of the m ni nrum
time requirement (six nonths), and the date they are hired within the year,

| eavi ng approximately 2,200 individuals. Third, the total nunber of
qual i fying individuals was multiplied by $1,000, generating $2.2 mllion in
avail able credits for incone/taxable years beginning in 2000.

For year 2001, it was projected that an additional 6,065 individuals would
enter the workforce. This nunber was adjusted to account for net increase
in enploynment (75% assunption), |eaving 4,550 qualifying individuals for
2001. It was further assuned that only 50% of those individuals would
qualify for the credit (timng requirenment) and approximately 75% of the
prior qualifying individuals in year 2000 (2,200) would qualify for the
credit, leaving approximately 3,850 qualifying individuals for year 2001
For year 2002, it was projected that an additional 6,370 would enter the
wor kforce. This nunber was adjusted to account for net increase in

enpl oyment (75% assunption), leaving 4,775 qualifying individuals. It was
further assumed that 50% of those individuals would qualify for the credit
(timng requirenment) and that 75% of the qualifying prior individuals for
years 2000 (1,650) and 2001 (2,275) would qualify for the tax credit,

| eavi ng approxi mately 5,300 qualifying individuals for 2002.

Revenue estimates take into account the nunber of individuals who enter and
| eave the workforce, and that an enpl oyer who hires an enpl oyee in any given
year could take a credit of $1,000 for that same enpl oyee up to three years,
al | owi ng one enployee to qualify the enployer for a maxi numcredit of $3, 000
over three years. This is reflected in the increase in revenue |osses for
outer years. It was assumed that approximately 90% of allowable credits for
personal income tax and bank and corporation tax woul d be applied agai nst
available tax liabilities in any given year by the research industry.

POSI T1 ON

At its March 23, 1999, neeting, the Franchi se Tax Board voted 2-0 to take a
neutral position on this bill.



